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what people are writing about

BOOKS

Controlling Overhead by Harry
Tipper, Jr., American Manage
ment Association, New York, 123
pages, $4 to AMA members, $6 to
nonmembers.
This unusually sensible little
book is directed primarily to top
management. Its message will not
be news to accountants, but it is
worth repeating.
In theory, as the author of this
book points out, overhead costs
should decrease, in relation to sales,

as volume increases. This has been
true of manufacturing overhead
and even of distribution overhead,
but it has not been true of that
large and amorphous category of
expenses that the accountant usu
ally classifies as general and ad
ministrative.
This problem cannot be solved,
the author warns, by periodic
drives to economize on telephone
and travel expenses. Except for
such relatively uncontrollable ex
penses
taxes and real estate, the
bulk of general overhead expense
is people.
Departments made up of spe
cialists in law, personnel, account
ing, data processing — even cost

control — spring up and expand.
Unlike the manufacturing man
ager, who wants to keep his costs
low, the staff manager always seeks
expansion. The sanctity of special
ization makes it difficult to even
out workloads. The psychological
need to staff for maximum rather
than average work demands leads
to chronic overstaffing. The desire
to build indispensability into staff
work leads to ever more elaborate
procedures. And in the absence of
objective criteria who is to say that
these people are not really re
quired?
The best solution, in this author’s
view, is a kind of internal “market
place.” The total cost of any item
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of controllable overhead should be
istics of “total systems” in business
framework consists largely of a list
authorized by, and charged to, the
ing, with brief discussion, of the
and the fundamental principles of
installing them.
person “consuming” that item. If
principal steps in the planning and
a service is bought by managers,
control of capital expenditures.

it is economically justified. How
The author of this report, an ac
These include “three foundation
counting professor, has adopted a
ever, Mr. Tipper cautions, this sys
components on which implementa
rather novel approach to defining
tem will work only if the “cus
tion activities should be built,”
the total systems concept—that of
tomer” has a free choice whether
namely, “awareness of company
a popular vote. After reviewing the
to use the service and whether to
objectives and the development
published literature he drew up a
buy it from internal or external
of strategic planning, framework
sources.
list of characteristics of a total sys
structuring, and objective criteria,”
tem and a list of fundamental ten
Mr. Tipper goes on to outline a
and nine “implementation activi
program for controlling overhead.
ets underlying their implementa
ties”: search, budgeting, request
tion. These lists were submitted to
Essentially, it consists of budget
for expenditure, in-process control,
a group of presumed experts for a
ing, responsibility accounting, work
follow-up, coordination, formaliza
tion, evaluation, and screening.
vote on the relative importance of
simplification, and continuing sys
the items.
tems analysis.
These steps seem somewhat ob
In addition to reporting the re
All this is familiar enough to the
vious, hardly requiring elaborate
sults of this survey, the book briefly
experienced accountant. Seldom,
research to identify. So do many
outlines the steps that should be
however, are these basic principles
of the author’s observations about
followed in setting up a “total”
them.
as clearly and simply presented
system
defined in the survey.
they are in this book. For the ac
But, whatever the value of the
This section of the study, based
countant it will be a valuable re
study’s contribution to theory, its
on secondary sources, is didactic
fresher; for his boss, a possible eyedescription of Conoco’s methods is
in
style.
opener.
unquestionably useful. This mate
The
author’s fundamental tenets
rial makes up the bulk of the re
are extremely general: “Manage
port. In addition to general review
ment must understand the total
of the oil company’s organization
Capital-Expenditure Planning
systems concept. Management must
structure and capital expenditure
and Control by Milton F. Usry,
planning and control procedures, it
understand that the impact on or
Bureau of Business Research, The
includes four detailed case studies.
ganization structure can be far
University of Texas, Austin, 1966,
reaching.” His more specific recom
Two illustrate the company’s ap
261 pages, $3.
mendations also have an air of ab
proach to routine capital expendi
straction; they are based on read
tures (a producing well and a ser
This study, adapted from a doc
ing, not experience. Indeed, the
vice station), and two describe
toral dissertation, is an attempt to
whole book has an air of having
nonroutine projects, the construc
define “the essential requirements
been written in a vacuum; the
tion of a pipeline and refinery and
of a capital-expenditure planning
the addition to the product line of
would-be designer of a manage
and control program” Its most
a new petrochemical. All are pro
ment system will look in vain for
noteworthy feature, however, is a
fusely documented with company
any reference to actual progress in
detailed description of the meth
forms.
this field.
ods that are used by a major oil
For an executive or consultant
The definition of a total system
company.
interested in how a large, success
is probably the book’s chief con
ful company deals with a common
tribution. However, since this is
One of a series of studies in ac
problem—and who is not?—this
really a semantic rather than an
counting by the University of Texas
modestly priced volume is a worth
operating problem, the book is
Bureau of Business Research, this
while investment.
likely to be more interesting to
paperback is based on intensive in
the theorist than to the practi
vestigation of the capital invest
tioner.
ment planning and control system
of Continental Oil Company plus a
Total Systems: Characteristics
review of published theory.
and Implementation by C. C.
Discerning the lack of “an over
Wendler, Systems and Procedures
Effective Writing for Engineers,
all approach” to capital budgeting
Association, Cleveland, 1966, 123
Managers, and Scientists by H. J.
—in academic theory if not in busi
pages, $4 to members of SPA, $6
Tichy, John Wiley & Sons, Inc.,
ness practice—the author seeks to
to nonmembers.
New York, 337 pages, $5.95.
develop a “conceptual framework”
for “the implementation of all of
There are many guides to writ
This little research study is an
the aspects of a program.” This
attempt to identify the character
ing for the amateur writer, and
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his book is full of recommendations
the knowledge of the accountant
even the least of them could be
that the small businessman turn
or consultant but may do a lot for
useful for most businessmen and
to his accountant for help.
the sophistication of his smaller
accountants to study. This one is
clients.
one of the best.
In this age of paperwork nearly
every professional man finds him
self doing more writing than he
ever expected—or wanted—to do.
The author of this book, a pro
fessor at Hunter College, has spent
many years working with these re
luctant writers, and she under
stands their point of view.
As a result, the emphasis in this
book is on the real weaknesses of
most writers who write to serve
their professions rather than to sell
their writing—failure to think, to
plan, to organize, to outline. Not
until the ninth chapter does the
author get down to points of gram
mar, diction, and style.
She is specific in attacking com
mon errors of grammar and such
misconceptions as these:
Business writing must be heavy
and dull.
Every paragraph must begin and
end with a topic sentence.
Never repeat a word.
Write the way you talk.
But her real contribution is posi
tive. “When I was a neophyte con
sultant,” the author reports, “I
thought it unnecessary to tell
writers to plan before writing, in
stead of afterwards. In fact, I used
to cite Plan Ahead signs as ex
amples of tautology. But I know
better now. . . . Planning is not the
second, third, or fourth step; it
must be the first.” This book tells
how to plan, how to start, and
how to revise. With it as a guide—
and a lot of hard work—any pro
fessional man or executive could
learn how to write effectively.

Data Processing for the Small
Business by yron L. Carter,
Macfadden - Bartell Corporation,
New York, 1966, 190 pages, $.95.

This paperback, a well written
sales pitch for the use of computer
service centers, will add little to
Published
by eGrove, 1967
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Thanks to the computer service
bureau, electronic data processing
is a “utility” today, as necessary
for and
available to the small
business as electric power and tele
phones. And, now that sales regis
ters and other routine business ma
chines can automatically capture
data in optical font characters or
on machine-readable tape, it is a
utility that nearly every business
can afford.
That is the thesis of this book by
a sales executive of National Cash
Register Company. And he makes
a good case for it.
The book is really addressed to
the small businessman. No attempt
is made to explain what a com
puter is or how it operates. In
stead, the author describes the
steps in and advantages of auto
mating inventory and merchandise
management, sales analysis, ac
counts receivable, revolving credit
and credit management, financial
and tax reports, and other such
workaday tasks. The book is genu
inely applications-oriented (pri
marily to retailers since that is the
market NCR stresses); complexi
ties discussed are those of the
business operation not of the com
puter. Liberal use is made of cap
sule case histories of restaurants,
apparel stores, and other mer
chandising organizations.
chapter on where to go to get
help lists trade associations and
other sources of information. There
is a brief glossary of data process
ing terms.
The book will be sold through
standard paperback retail outlets.
In addition, one of its sponsors,
The Benjamin Company, will han
dle distribution to trade associa
tions, banks, and others that may
want to use the book as educa
tional or orientation material for
employees, customers, or the pub
lic. Accountants and consultants
might also find it useful for that
purpose. Mr. Carter is a CPA, and

MAGAZINES
The Allocation, Characteristics,
and Outcome of the Firm’s Re
search and Development Port
folio: A Case Study by Edwin
Mansfield and Richard randen
The Journal of Business, Oc
tober, 1966.
burg,

Despite greatly increased inter
est in the economics of research
and development in recent years,
we still know comparatively little
beyond the factors influencing a
company's level of total expendi
tures devoted to R&D activities.
The authors report on the results of
a detailed two-year case study of a
large company’s R&D portfolio, in
which they investigated the allo
cation of R&D funds among pos
sible projects, the characteristics of
projects carried out, and the prob
able outcome of these projects.

The R&D portfolio of the cen
tral research laboratory of one of
the nation’s largest equipment man
ufacturing companies was chosen
for this case study. The conclu
sions of the study are based on
data concerning 72 major applied
research and development projects
during 1963 and 1964, which ac
counted for about 5 million dollars
of the laboratory’s 20-million-dollar
total budget.
Allocation decisions

After describing briefly the organ
izational aspects of the decision
making process in the laboratory,
the authors attempted to explain
the relevant factors determining
the allocation of R&D funds to
particular projects. This problem
was broken down into two ques
tions: (1) What determined the
amount that the various depart
ment managers proposed to spend
on given projects? and (2) What
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determined the extent to which the
estimated rate of return from suc
per cent lower expenditures than
laboratory management modified
cessful R&D projects was generally
expected in one half of the cases
very high, in most cases exceeding
the department managers’ propos
and to at least 20 per cent higher
100 per cent.
als?
expenditures than expected in 15

The rest of the paper considers
per cent of the cases.
the degree of correspondence be
4. Although a direct relation
Prediction models
tween estimated and actual tech
ship between the estimated prob
To answer these two questions,
nical success of projects and be
ability of success for a given proj
the authors developed and tested
tween budgeted and actual expen
ect and its eventual outcome could
two similar prediction models. The
ditures of a project. It also dis
be presumed to exist, the relation
models were built around the two
cusses the accuracy in predicting
ship proved too weak to permit
major pieces of information gen
the probability of success and the
any accurate predictions.
erated within the company: esti
principal reasons for the failure of
This study should prove of in
mates of a project’s profitability
projects. The major conclusions of
terest not only to economists but
and the probability of its success.
this section are
follows:
also to all others concerned with
Despite the restrictive assumption
budgeting in the area of research
of a purely profit-maximizing be
and development.
Conclusions
havior subject to a budgetary con
Heinz A. Burgstaller
straint on the part of laboratory
1. Only about half of the proj
University of Illinois
managers, the models predicted
ects were carried out
originally
about 50 per cent of the observed
planned; the rest were either de
allocation of R&D funds. Organiza
layed or dropped. Of the projects
tional variables, such
risk taking
not carried out only about 16 per
Effective Conversion to Direct
or aversion, the nature of informa
cent failed because of unforeseen
Cost System by Curtis W. Sy
tion flows, and conflicts between
technical difficulties. This seems to
monds, Financial Executive, Sep
the scientific and professional goals
indicate that the bulk of applied
tember, 1966.
of company scientists and the strict
research and development in this
ly commercial objectives of the
laboratory involved relatively small
The author of this article be
firm, accounted for the unexplained
technical risks and confirms the
lieves that too many of the compa
half. (The authors state that their
view that slippage is more often
nies adopting direct costing in re
findings may be made still more
caused by human than by adverse
cent years have done so without
tentative by a number of other
technological circumstances.
properly analyzing the factors that
simplifying assumptions in the
must be considered to ensure the
models and by the fact that the
maximum benefit from such a sys
Schedule slippages
empirical results of the second
tem. He briefly discusses what he
2. For the first time data on
model are based on a non-random
believes are the essential steps in
slippages in schedule have been
sample of projects.)
planning an orderly transition to
gathered for commercial research
direct costing that will permit rapid
and development. The average slip
and
complete utilization of its po
Portfolio characteristics
page factor of delayed projects (the
tential.
As to the characteristics of the
revised time to completion divided
firm’s R&D portfolio, the authors
by the originally estimated time to
The fundamental value of direct
found that most of the reviewed
completion) was found to be about
costing lies in its recognition of
projects were expected to be com
1.30. As failure rates and slippages
two essentially different types of
pleted in four years or less and
in schedule are often used to meas
cost: “fixed” or “period” costs and
that the results were expected to be
ure the extent of uncertainty in
“variable” or “direct” costs. It al
applied only a few months later.
research and development, the au
lows a company to analyze quickly
These estimates tended to be over
thors point out that in these cases
the effects of changes in sales vol
the extent of technical uncertain
optimistic, but even when this
ume of different products, to de
ties involved is likely to be greatly
bias has been corrected for, the
termine breakeven points easily,
exaggerated. Whereas the unad
above expectations should not be
and to see the extent of fixed
justed failure rate would indicate
increased by more than 50 per
overhead commitments more clear
cent and the probability of techni
that the average probability of
ly. Since more complete analysis of
cal success should still be above 50
technical success was about .50, it
variable costs provides much of
per cent. Technical success by no
was really about .75.
the value of direct costing, it is
3. Actual expenditures for R&D
generally not appropriate for com
means ensures commercial success,
however, so that the risk involved
projects reflected changes in the
panies with a high proportion of
fixed costs such as public service
is substantially greater than is in
objectives and staffing of certain
companies.
dicated by these estimates. The
projects, which led to about 20
January-February, 1967
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almost continuously through the
author disputes the charge that
The problems of planning for a
period, from 15 in 1950 to 11.5 in
such a system can lead to improper
direct cost system can be mini
1964. (Investment includes net
pricing decisions. He claims that
mized by giving continuous con
fixed
assets plus current assets.)
direct
costs,
properly
interpreted,
sideration to the final objective of
Sales,
however, increased slightly
can
lead
not
only
to
more
scien
the system. Special attention should
faster
than net fixed assets and
tific
pricing
techniques
but
also
to
be given, however, to the timing
considerably
faster than inventory
better utilization of capacity. An
of the conversion to direct costing.
(presumably
because of emphasis
illustration of one means of using
According to the author, two or
on
inventory
control). Cash and
direct costs in this way is provided,
three months should be enough
receivables, considered together,
using a chart that shows the ratios
time to complete the transition,
increased nearly twice as fast as
of sales price to direct unit costs
and the obvious advantages of
sales; this change was the primary
required to provide a given rate of
completing the changeover as of
cause of the fall in investment turn
return at various levels of produc
the beginning of a new fiscal year
over. Most of the increase was in
tion capacity.
are usually not important enough
receivables; days’ sales outstand
Stephen L. Meyers
to justify a significant delay in the
ing increased 40 per cent over the
University
of
Pennsylvania
adoption of a new, improved sys
period.
tem.
4. A comparison of cyclical
movements showed that increases
System design
How to Lose Money with Cash
and decreases of receivables tend
by
J
ohn
A.
G
riswold
,
Financial
ed to follow similar changes in
Mr. Symonds advocates design
Executive, August, 1966.
cash with a lag of about a year.
ing the desired outputs from the
Moreover, the expansion of receiv
system first, then constructing a
This article is an outgrowth of a
ables only took place for the cash
chart of accounts that will most
larger study by Dr. Griswold (Uses
rich companies; the cash-poor held
readily provide the desired infor
of Funds in American Manufactur
down credit.
mation. He illustrates, as a possible
ing, Credit Research Foundation,
output, a profit and loss statement
National Association of Credit
broken down according to product
Better use
Management'). His contention is
lines, exhibiting both actual and
that American manufacturing busi
The author’s conclusion is that
budgeted figures, and discusses the
ness has failed to use excess cash
the presence of excess cash has led
benefits of such a statement. He
productively.
manufacturers to grant more lib
resolves the problem of classifying
eral credit terms, in effect, interestcosts as either fixed or variable by
The
author
of
this
article
stud
free loans. The article does not
arbitrarily defining fixed any cost
ied
the
operating
results
of
640
consider what effect the liberaliza
at least part of which is fixed for a
manufacturing
companies
in
70
in
tion of credit may have had on
year or more. The author’s experi
dustries for the years 1950-64. The
sales; carrying additional receiv
ence in electronic component man
basic criterion was return on in
ables apparently has not been re
ufacturing indicates that only about
vestment, broken down between
flected in the profit margin.
five per cent of the costs so classi
profit on sales and investment turn
Dr. Griswold believes the inter
fied vary materially with volume.
over; the basic analysis was sup
ests of manufacturing industry
plemented by further comparisons
would have been better served by
Inventory valuation
to explain significant variations.
using the excess cash for modern
The final step in the conversion
The principal results were
fol
ization of plant and equipment.
of an accounting system is the
lows:
Park E. Leathers, CPA
valuation of inventories at their
University of Pennsylvania
new costs, with the excess of the
Results
absorption cost value over the new
1. Return on investment (net in
inventory value charged to a “Fixed
come before interest but after tax
Overhead in Inventory” account,
Does ‘Zero Defects’ Really Work?
es) fell from 13 per cent in 1950
which can either be written off or
Duns Review, August, 1966.
(preferably) carried on the books
to 10 per cent in 1964.
as an asset. Periodic adjustment of
2. Profit on sales fell sharply
A reporter throws some cold
this asset account can be a means
from 1950 to 1952, then rose slight
water on the bubbling popularity
for converting inventory values to
ly but erratically through the rest
of the newest quality control gim
an absorption cost basis for ex
of the period. The change in profit
mick.
ternal reporting.
margin did not explain the fall in
As a final consideration in his
return on investment.
Zero Defects, a technique for
discussion of direct costing, the
3. Investment turnover declined
promoting quality consciousness
60
Published
by eGrove, 1967
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throughout an organization, seems
and receive little guidance from
industry and discounters are ex
to be sweeping industry. In the
management.
amples of those making advantage
past two years, Dun’s Review re
The author defines profit plan
ous use of intermediate warehous
ports, it has been introduced in
ing.
ning as having everyone within an

some 7,500 to 12,000 plants—with
organization working toward one
The organization form should be
claims of huge savings.
predetermined goal known to all.
logically selected and not allowed
This article treats the concept
Top management must set the
to just happen. This selection
and the claims with refreshing
company goals and direct lower
should be based upon the size of
skepticism. It notes such com
management toward these goals.
the company and upon the deci
plaints as these: Sometimes quality
The factors to be considered in
sion of whether the profit center
problems are technical, not human.
profit planning are listed and ex
will be the location or the com
Efficiency, in terms of use of time,
plained.
modity.
may drop if workers spend too
Three devices are discussed: (1)
Eugene H. Sauls, CPA
much time inspecting themselves
sales forecasting, which is based
Michigan State University
or others. When penalties for er
on estimated changes in consumer
ror are imposed, the old urge to
disposable income and manage
cover up pops up. Foremen com
ment’s expectation of change; (2)
plain about excess pressure. What
How to Get the Right Informa
return on investment analysis,
happens after the initial enthusi
tion, In the Right Place, At the
which includes comparing inven
asm wears off?
Right Time by Marshall K.
tory turnover with profit; and
Is Zero Defects, one consultant
Evans, Management Review, Au
(3) breakeven analysis, which will
asks, “an admittance of a weakness
gust, 1966.
help determine the effect of errors
in our industrial activities and an
in forecasting. Other useful tools
attempt to handle a basic manage
Information—handling problems
are cost accounting, which relates
ment function with a ‘gimmick’
should be analyzed in the same
revenues and expenditures to phys
rather than a sound, logical ap
orderly fashion used to attack
ical activity, and the establishing
proach?”
problems in other vital areas of
of a chart of accounts based on
This is, as author George Berka business. The author develops
management responsibility. The
witt notes, a question for manage
a framework of basic considera
author also recommends the use of
ment to ponder.
tions for analysis of an information
charts and graphs, particularly for
problem, together with five steps
nonaccounting management.
for setting up an information sys
tem.
Organization
Merchandising, Management Con
trols, September, 1966.
The function of information,
Organizing for Merchandise Con
within the business context, is to
trol by James T. Powers discusses
This special issue is devoted to
aid in the making of choices
the advantages and disadvantages
management problems of depart
among
alternative actions. Man
of the three typical organization
ment stores and other retailers.
agement
is often disturbed by the
forms found in the retail industry.
Two of the articles are reviewed
mushrooming costs and complexi
These three forms are as follows:
here.
ties of providing the needed in
(1) the traditional department
formation. A solution suggested by
store merchandising organization;
Profit Planning for Retailers by
the author is an analysis of the in
(2) the merchandising organiza
James T. Powers — Planning is es
formation requirements of the
tion with intermediate warehous
sential for profits, yet many retail
business, followed by the design
ing operations; and (3) the chain
ers prepare budgets on the basis
of a system that will meet those
organization. Organization charts
of simple calculations that assume
needs economically and effectively.
are presented to illustrate each
a direct relationship between sales
form. The procedure used for or
Four key considerations should be
and profits. This process is projec
dering, buying, and controlling
taken into account in setting up
tion. It should not be called plan
merchandise under each form is
an information system:
ning.
explained, with particular attention
1. Size and complexity of the
This article discusses the rela
given to the effects on the buyers,
business—The information required
tionship between the organization
i.e., whether they become customerand the system needed to provide
structure and planning. The tradi
oriented or vendor-oriented.
that information are dependent
tional departmentalized retail or
upon the size and complexity of
The author reviews the inter
ganization structure discourages
the business. The chief executive
mediate warehousing operation at
profit planning. The department
of a small company can cover and
length, explaining its growth in
managers and buyers are concerned
assimilate all of its critical, func
popularity
well
noting some
tional areas without the aid of a
only with their own merchandise
of the obvious pitfalls. The food
https://egrove.olemiss.edu/mgmtservices/vol4/iss1/9
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by William G. Nelson IV, Finan
management executive who can
highly developed system. A large
pull together all the information
cial Executive, January, 1966.
company with multiple product
needs of the company and build
lines, a complex marketing arrange
them into a well integrated infor
More than one cost-of-capital
ment, etc., will require a well de
mation-handling system. It is nat
standard is advocated in capital
veloped formal information  sys
ural and logical to assign this kind
budgeting whenever a set of invest
tem. Careful consideration must be
of responsibility to the controller.
ment proposals have significantly
given not only to current size and
2. Think through your informa
differing individual levels of busi
complexity but also to future in
tion requirements—Utilizing the in
ness risk — particularly where a
formation requirements
the busi
formation requirements established
few of these may entail very little
ness expands.
by top management, time should
business risk.
2. Key decision areas of the
be
spent
in
acquainting
the
project
business—The sensitive areas of the
leader with the manner in which
This article discusses an im
business must be identified. What
the information is used in decision
portant aspect of the current and
areas are vital to the success or
and action.
very difficult problem of specifying
failure of the business: Production?
3. Enlist your management team
operational means for the determi
Marketing? Inventory? If respon
—The subordinates of top manage
nation of a firm’s cost of capital.
sible executives are to receive the
ment should become involved in
The specific end in view is the uti
information they need, they must
the project by identifying their key
lization of the cost of capital as a
take the time to define what is im
responsibilities and the information
rate of discount in the implementa
portant. Information specialists are
needed to carry them out. All of
tion of one of the quantitative
not in a position to view the busi
the key people should meet with
methods for making capital budget
ness broadly and identify the criti
the project leader and acquaint
ing decisions. No attempt is made
cal areas. Only top management
him with their own information
either to reconcile or to resolve the
can identify these areas.
needs.
ongoing debate between those sup
3. Organization structure and
4. Design the new system—The
porting the Modigliani-Miller thesis
delegation practices—Designing the
new information system should be
and those advocating the tradi
information system on the prin
designed to produce action reports
tional financial thinking with re
ciple of responsibility accounting
on a timely basis. The plan should
spect to the question of the effects
can have a markedly favorable ef
include the type of raw data
of financial leverage on a firm’s
fect on management efficiency.
needed,
how
data
are
to
be
proc
cost
of capital.
The information networks should
essed,
and
the
types
of
reports
to
provide for relevant data to flow to
be prepared. Selection of the equip
the lowest executive level at which
Single standard?
ment after the system is designed
decisions are made.
will prevent the acquisition of
4. Relating information to ac
Dr. Nelson asserts that, regard
equipment with excess capacity.
tion—The principle of management
less of which way that particular
The author feels that it is possible
by exception should be utilized in
debate is resolved, another impor
to predesign the system because of
establishing information needs. A
tant question exists and has been
the wide variety of data processing
busy executive should concern him
somewhat neglected. The question
equipment available today.
self only with the exceptions and
he has in mind is whether a single
5. Review and adopt the planthe deviations from plans.
cost of capital standard for the
Top management should review
firm in question is adequate to the
the proposed system with the proj
task of discounting anticipated
Key steps
ect leader. The adequacy and effi
streams of future services in order
With these basic considerations
ciency of the system should be
to determine their present value.
in mind, how should top manage
carefully examined and corrections
This question becomes quite sig
ment go about setting up a suit
made if necessary. Following re
nificant whenever the proposed al
able information system? Five key
view and approval, the project
ternative investments are nonsteps are suggested:
leader should be given the respon
homogeneous with respect to busi
1. Select a project leader—A
sibility and the authority to imple
ness risk. Nelson’s answer is that
person should be selected who will
ment the program under a definite
the single rate is not appropriate
take the responsibility for carrying
time schedule.
under the postulated condition with
the project through to completion.
Charles D. Baron, CPA
respect to business risk. His con
Preferably, this should be the per
University of Illinois
clusion is that where proposed in
son who will later be responsible
vestments have a “virtually certain
for administering the new system.
return” then the appropriate cost of
Recent technological developments
capital standard for such proposals
are leading to centralized informa
“Cost-of-Capital Standards With
ought to be the firm’s “nominal cost
tion activities. This calls for a
Debt and Equity Financing,”
of debt funds” (i.e., the marginally
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“least-cost” source of funds). More
risky projects would be discounted
by the weighted-average cost of
capital, as generally suggested. The

article is mainly concerned with
explaining and supporting the
author’s conclusion.
Major premises

The major premises employed by
Nelson in reaching his conclusions
are these: (1) He assumes that
a given enterprise management is
seeking, perhaps concurrently with
other goals, to maximize the value
of the stockholders’ investment; (2)
in order to succeed in achieving the
stockholder wealth maximization
goal, each capital investment pro
posal must have a positive present
value after all marginal cash in
flows and outflows forecast for the
given project have been discounted
by the firm’s weighted-average cost
of capital; (3) although the opti
mal procedures for actually calcu
lating a firm’s cost of capital are as
yet unresolved (theoretically as
well as empirically), the range of
answers, derivable from the various
suggestions currently under con
sideration, is sufficiently narrow so
that any of them will yield stan
dards which are useful in the ad
ministration of practical business
affairs; (4) each capital project
“has a unique degree of business
risk”; (5) investment in projects
where the benefits to be received
are “virtually certain” will not ma
terially affect the firm’s overall cost
of capital (a) if these projects are
financed by debt, and (b) if these
projects will constitute a relatively
small proportion of total resources
employed after the investment is
made.
No empirical support

The footnote citations provided
in the article sample some of the
more significant components of a
large and expanding literature on
this general topic. Unfortunately no
empirical support for either Nel
son’s conclusion or his premises is
supplied in the article.

Dr. Nelson perhaps weakens
his own thesis somewhat by point
ing out that the quantity of proj
ects having a “virtually certain re
turn . . . will not be numerous.”
This invites dismissal of the whole
question on the grounds of imma
teriality. However, the general na
ture of the question remains and is
significant; that is, whether projects
of differing degrees of uncertainty
should be discounted using a single
overall cost of capital — or should
they be discounted using two (or
perhaps more) stratified costs of
capital?
For anyone who is currently con
cerned with this area, this article
seems to be well worth reading.
Donald E. Gorton
University of Florida

View Your Customers as Invest
ments by Edward C. Bursk, Har
vard Business Review, May-June,
1966.

This author suggests that cus
tomers are assets—even if not very
controllable ones—and that market
ing decisions should be analyzed in
terms of the return on the invest
ment in these as well as other as
sets for which such analysis is
more conventional.
The basic role of marketing is to
bring about change—in the market,
in consumers’ minds, in sales, in
market share, in profits, etc. Thus
a business will incur costs to intro
duce a new product, to hire new
salesmen, for additional advertis
ing, and
forth, but often ignore
channels of distribution, i.e., cus
tomers per se. Yet customers repre
sent valuable investments of money,
time, and effort.
company’s in
vestment in customers is just as
real as its plant, equipment, inven
tory, and working capital. The fact
of the matter is that customers are
more valuable since they are more
closely related to the company’s
existence, growth, and profitability
over time. Investments in other as
sets are not made for their own
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sake but for the purpose of servic
ing the company’s real investment—
which is, of course, its investment
in its customers.
Mr. Bursk suggests that it is
possible to quantify this investment
in customers. All proposed market
ing strategies, he recommends,
should be evaluated in terms of the
effect on customer investment. He
presents two illustrations, a whole
sale drug company and a retail
food concern, and analyzes their
customer investment.
Wholesaler

Assume that a wholesale drug
company has annual sales of $5 mil
lion on a capital investment of $1½
million. There are 400 customers;
gross margin is 15 per cent or $750,000, less variable distribution costs
of $350,000, which leaves $400,000
as the contribution to fixed over
head and profit. The $400,000 may
be looked upon as the return on in
vestment represented by the cus
tomers. Assume further that the re
quired rate of return is 10 per cent.
Then the average customer is
worth $10,000. In other words,
there are 400 investments, each of
which is worth, on the average,
$10,000. All of this adds up to a
total customer investment of $4
million.
Capital expenditures

Any expenditures the drug com
pany makes to improve these assets
called customers are capital ex
penditures although in accordance
with presently accepted accounting
methodology they would be ex
pensed rather than capitalized.
Nevertheless, once customers are
recognized
investments, there is
no reason why attempts cannot be
made to quantify the money and
effort that is currently being spent
first to win and then to keep their
patronage.
Two proposals

Consider two of many possible
marketing proposals. To continue
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with the above illustration, the
drug company is considering the
wisdom of adding more salesmen
to its present force of ten. A new
salesman can, on the average, add
forty customers—but will they be
worth $10,000 each? In the typical
business, 25 per cent to 35 per cent
of customers account for 65 per
cent to 75 per cent of all sales, and
new customers are more likely to
be worth less than $10,000 each.
Hence your return on investment
as a percentage will decline.
Another proposal is to improve the
effectiveness of the existing sales
force through sales training. If sales
training costs $10,000 a year but
improves sales effectiveness by 10
per cent, sales will be 10 per cent
better, but costs will be only about
3 per cent more; thus the return
on investment will be improved.
The latter is a better alternative.
In real rather than assumed situa
tions the analysis may not work out
this way, but this, according to
Mr. Bursk, is the basic method by
which marketing proposals should
be analyzed and by which these
decisions should be reached.

portant. Some customers may be
buying most of their food at this
store, and trading stamps will not
increase their purchases. Others
who divide their purchases among
several stores may be induced to
increase their purchases. For ex
ample, suppose 500 customers do
all their buying here at the rate
$1,600 annually; 500 do some of
their buying at this store at the rate
of $400 annually but could be in
duced by trading stamps to in
crease their purchases to, say, $900.

Retailer

This should not be interpreted
to mean that the move would nec
essarily be as productive as indi
cated above. If the store’s mix of
customers is different, the invest
ment may decrease rather than in
crease. Alternatively, the same
amount of money invested in lower
prices, added service, etc., might in
crease investment value even more.
In real situations the necessary
facts and figures would be avail
able, at least in estimated form,
even if not in the form of actual
data.

For the second example, assume
that a food retailer’s average cus
tomer buys about $20 worth of
groceries per week or $1,000 per
year. Gross margin is 20 per cent
less servicing costs of 5 per cent,
leaving 15 per cent or $150 as a
contribution to overhead and profit.
At a 10 per cent rate of return the
average customer is worth $1,500.
As there are 1,000 customers, total
customer investment is $1½ million.
If the retailer offers trading stamps,
the cost will be 2 cents per sales
dollar or an additional investment
of $20 per customer per year. Sales
per customer will have to increase
from $1,000 a year to $1,154 a year
to break even, according to the
author’s calculation, which is shown
below:
(.15x - .02x) ÷ .10 = $1,500
X = $1,154

Here, as in the wholesaler illus
tration, size of customer is im
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CLASSIFIED ADVERTISING
HELP WANTED

SYSTEMS ANALYSTS
and

SENIOR
SYSTEMS ANALYSTS

Before and after customer in
vestment would be as shown in
the following table:

Creation of corporate systems
and programming staff offers
challenging opportunities for
systems analysts to design and
implement complete informa
tion system for third genera
tion computer. Prefer degree
and minimum of three years
of systems experience.

Before Trading Stamps
500 Investments @
(.15 X $1,600) ÷ .10 = $1,200,000
500 Investments @
(.15 X
400)
.10 =
300,000

Salary commensurate with ex
perience. Send resume of work
experience with compensation
requirements to

Investment comparison

Total Customer Investment

$1,500,000

After Trading Stamps
500 Investments @
(.13 X $1,600) ÷ .10 = $1,040,000
500 Investments @
(.13 X
900) ÷ .10 =

585,000

Total Customer Investment

$1,625,000

Useful concept

The essential message of Mr.
Bursk’s article is that customer in
vestment can be a useful concept
for analyzing marketing situations
of certain kinds, particularly those
where marketers depend upon con
tinuing patronage.
Shirley
Arbesfeld, CPA
New York University

MR. F. W. PONSOR

BEMIS COMPANY INC.
850 NORTHSTAR CENTER
MINNEAPOLIS 55402

ASSISTANT CONTROLLER —$18,000

to $20,000. Billion dollar Milwaukeeheadquartered corporation needs assist
ant controller for major management
assignment. CPA with masters degree
sought having experience in a consult
ing organization; management services
group for a public accounting firm; or
progressive corporation having advanced
information and control system. Should
be familiar with computer and systems
analysis, quantitive research, and
ginal income and expense concepts. Re
ply Box 339.
PROGRAMMER — A dynamic national
data processing consulting firm seeks a
man with a broad background of ap
plications experience. IBM 1400 Series
or comparable with System/360 training
preferable. Must have disk experience.
Must be free to travel. Contact: Willis
Brown, Mandat, Inc., 260 University
Plaza Building, Ft. Worth, Texas. Tele
phone AC 817-ED 2-3614. A subsidiary
of Automated Management Systems,
Inc.
ASSOCIATE DIRECTOR — Institute of
Management education; liberal arts col
lege; Mid-Atlantic States. Requirements
—Masters’ degree, industrial experience,
and teaching experience. Chance for
furthering education. Reply Box 340.
RATES • Help Wanted, Professional Opportu
nities and Miscellany 50 cents a word. Situa
tions Wanted 30 cents a word. Box number,
when used, is two words. Classified advertise
ments are payable in advance. Closing date,
20th of month preceding date of issue. Address
for replies Box number, Management Services,
666 Fifth Ave., N. Y. 10019.
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